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SUBJECT: Legal Issues Raised By Draft Community Support
Regul ati ons

| SSUES:

1. Wiether Federal Hone Loan Bank ("FHLBank") incentive,
programs, as proposed in section 936.7(a) of the draft community
support regul ations, would violate the fair and inpartia
treatment and nondi scrimnation requirenents of Seifté%] 7(j) of
t§he I2:e(de)ral Home Loan Bank Act ("Bank Act"). 12 US CA

1427(j).

2.  \Wether the proposal for Federal Housing Finance Board
("Finance Board") review of menbers' conpliance wth action plans
in section 936.8(h) of the draft comunity support regulations
woul d constitute Finance Board involvenent in Individual nenber

credit decisions beyond the scope of the Finance Board's authority
under the Bank Act.

CONCLUSI ON

For the reasons set forth below, we conclude that the two
proposed community support provisions would not violate the
requi renents of the Bank Act.



DI SCUSSI ON:

l Proposed Section 936.7(a) -- Incentive Prograns

A Bank Act Section |Q(g) - Community Support Requirenent

Under section 10(g) of the Bank Act, as amended by the
Financial Institutions Reform Recovery and Enforcenent Act of
1989 ("FIRREA"), the Finance Board is required to "adopt
regul ati ons establishing standards of comunity investment or
service for nenbers ofglFHL Banks to maintain continued access to
long-term advances." 12 U S.C.A § 1430(g)(1). Section 936.7(a)
of the draft community support regulations, which would inplenent
section 10(g), provides that:

Each [FHL] Bank shall adopt, subject to Finance Board
review and approval, an incentive program for comunity
support by members. The conmunity support incentive
program shall include discounts and/or preferred termns
on Tong-term advances, except Affordable Housing Program
advances, for nenmbers with outstanding records of
communi ty support.

The question arises whether this provision violates section 7(j)

of the Bank Act, which provides that each FHLBank's "board of
directors shall administer the affairs of the [FHL]bank fairly and
inmpartially and without discrimnation in favor of or against any
menber borrower . . . ." 12 U S.C A 8§ 1427(j).

The plain language in section 10(g) suggests that only
FHLBank menbers meeting certain established standards of community
i nvestnent or service should be entitled to continued access to
| ong-term FHLBank advances. Thus, the statute itself seems to
contenplate that members be treated differeptly depending on their
records of community investment or service. In addition, the
recent enactment of section 10(g), subsequent to the enactnent of
section 7(j), suggests that Congress intended section 10(g) to
supersede, or at least to apply coequally with, section 7?]).

B. The FHLBanks Have Broad Discretionary Authority To Approve O

Deny Advances Under Incentive Prograns

Sections 9 and 10(a) of the Bank Act confer broad authority
on the FHLBanks to make advances to nenbers. |d. at 8§ 1429,
1430(a); see Fidelity Financial Corporation v. Federal Hone Loan
Bank of San Francisco, 792 F.2d 1432, 1436 (9th Cr. 1986), cert.
denied, 479 U S. 1064 (1987). Section 9 of the Bank Act provides

1. No discussion of disparate or discrimnatory treatment of
menbers for ﬁurposes of section 10(g) was found in the
| egislative history of that section



that any menber of a FHLBank is entitled "to apply . . . for
advances," and the FHLBank "may at its discretion deny any such
application, or, subject to the approval of the Board, may grant
it on such conditions as the . . . [FHL]Bank nay prescribe."”

12 U.S.C A § 1429. Section 10(a) states that "[e]ach .

[FHL] Bank is authorized to make secured advances to its_ nenbers

upon’ col lateral sufficient, in the judgment of the [FHL]Bank, to
fully secure advances obtained fromthe [FHL]Bank . . . ." |d. at
§ 1430(a).

The requirement in the draft comunity support regulations
that the FHLBanks establish incentive prograns is in accord with
this broad discretionary authority afforded the FHLBanks under the
Bank Act to nmake advances to nmenbers. In fact, section 940.1(a)
of the Finance Board's poIic& gui delines for FHLBank advances
states generally that "the [FHL]Banks should offer to all nenbers
as wide a range of advances gro rams as is prudent and
profitable." 12 CF.R § 94 .1€a).

Pursuant to this broad authority to make advances to nenbers,
the FHLBanks over the years have established incentive prograns
desi gned to encourage nenbers to take full advantage of the
FHLBanks' financial products and to reward |oyal and conmitted
FHLBank custoners. or exanple, the San Francisco FHLBank
currently adninisters a volune discount loan program  That
program al | ows reduced rates on loans that are in excess of a
designated percentage of assetg for menbers neeting certain
financial viability standards. A simlar type of discount |oan
Brogranlni ht be adopted by the FHLBanks under proposed section

36.7(a) of the community support regulations. Under such a
program the FHLBanks could offer reduced |oan rates for nenbers
that finance nmore than a certain percentage of assets wth
communi ty support advances.

Wi | e the FHLBanks have very broad discretionary authority in
maki ng advances to menbers, that authority is limted by severa
restrictive provisions of the Bank Act, Finance Board regul ations
and FlI RREA anendnents. However, none of these l[imtations --

i ncluding the nondiscrimnation requirenents of section 7(j) of
the Bank Act that are discussed further below -- woul d appear to
constrain the FHLBanks’ authority to establish incentive advances
prograns under section 10(Q).

2. In order to be eligible for the program nenbers nust
meet regulatory core and tangible capital requirenents, as
wel | as other tfinancial viability standards deened
appropriate by the FHLBank. Eligible nenbers that finance
nore than 10 percent of assets with advances receive |oan
rates reduced by 10 basis ﬁoints on all advances exceedi ng
the 10 percent-of-assets threshold.



For exanple, section 10(c) of the Bank Act restricts the
rati o of advances to capital stock that may be held by a nmenber.
12U.S. C. A §1430(c). Section 935.1(b) of the Finance Board
regul ations sets forth the reduced eligibility of nenbers who are
not qualified thrift |enders to receive advances. 12 CF R
§ 935.1(b). Section 935.6 limts advances to nenbers to a maxi num
termof 20 years. ld. at § 935.6. Section 935.3 delegates to the
FHLBanks' boards ofdirectors the Finance Board's authority to
determne interest rates on FHLBank advances under section 10(c),
within a range set by the Finance Board. ld. at 88 935.3, 940.5;
12 U.S.C. A § 1430(c).

In addition to the section 10(g) community support
requi rements, FIRREA placed other new qualifications on FHLBank
advances. Section 10(i) of the Bank Act requires the FHLBanks to
establish comunity investnent progranms providing advances to
menbers for community-oriented nnrtq?ge ending that are priced
generally at the cost of funds. 12U S C A §1430(i). W
section 10(j) requires the FHLBanks to establish, pursuant to
Fi nance Board regul ations, an Affordable Housing Program that
subsi di zes the interest rates on advances to menbers engaged In
interest rate-subsidized lending for long-term low an
nmoder at e-i ncone, owner-occupied and affordable rental housing.
ld. at 8§ 1430(j).

The only other limtations on the FHLBanks' discretionary
authority over advances are the Finance Board' s general policy
gui del ines for FHLBank advances, see 12 C F.R Part 940, and the
requi renent in section 7(j) of the Bank Act that each FHLBank's
board admnister the affairs of the FHLBank fairly and inpartially
and without discrimnation in favor of or against any nenber
bor rower. 12U.S.C A §1427()).

C. Incentive Prograns Are Not Discrimnatory

1. Standard of Conduct Under Section 7(j)

~The ternms "fairly," "inpartially" and "discrimnation" in
section 7(j) are not defined in the Bank Act or Finance Board
regul ations. In addition, no legislative history interpreting

these ternms has been located. See San Francisco FHLBank
Menorandum from WK. Black to J. A Cardanone &Nhy 23, 1988) ("San
Franci sco FHLBank Menorandunt); Federal Home Loan Bank Board
("FHLBB") G C. Op. (June 30, 1966).° Only one case addressing
section 7(j), the Fidelity decision fromthe Nnth Grcuit, was

f ound. In Fidelity, e court stated that the FHLBanks have broad
di scretionary authority under the Bank Act to deny or condition
advances, and 'section 7(j) sinply requires that the [FHL]Bank's
board of directors exercise its discretion prudently in making
advances." 792 F.2d at 1436.

3. The language of section 7(j) has not changed since the
GC Op. was issued in 1966.



a. Nondiscrimnation Requirenent

Judi ci al decisions construing the meaning of discrimnation
in the context of other statutes are useful in interpreting the
standard to pe applied under section 7(j). A brief analysis of
the case law' indicates that nere classification of individuals or
organi zations by itself is not discrimnatory, if it is associated
with a rational, justified and noninvidious purpose. See, €.4d.
Washington v. Davis, 426 U S. 23 (1976).

For exanple, discrimnation for purposes of certain
antitrust statutes has been defined as "the act of unfairly,
injurioush% and prejudicially distinguishing between persons or
obj ect s, ere econom cal ly speaking a sound and fair distinction
does not exist." Mrton Salt Co. v. Federal Trade Conmm ssion, 162
F.2d 949 (7th Cir. 1947), rev'd on other grounds, 9594 U oS 5/
(1948). In defining discrimnation in the civil rights context,
anot her court stated:

Discrimnation is a termwell understood in the law. It
Is in general a failure to treat all persons equally
where no reasonabl e distinction can be found between

t hose favored and those not favored.

Baker v. California Land Title Conpany, 349 F  Supp. 235, 238
. D. . 1972), aff"d, 507 F. 5 (9%h Gr. 1974), cert.
enied, 422 U S. 1046 (1975).

Thus, the nondiscrimnation standard of section 7(j) does not
require that menbers be treated in identical fashion, as long as
any disparate treatnent is based upon rational and legitinate

urposes. This rational basis standard was recognized by the
HLBB's O fice of the General Counsel ("OGC ) in various opinion
letters. The opinions state that section 7()J) requires the
FHLBanks to adm ni ster their advances prograns "in accordance wth
standards of eligibility that do not inpose an arbitrary or
capricious classification or lack rational justification." See,
e.q. FHBB GC Op. (Cct. 25, 1982).

This standard conports with the standard of judicial review
used by courts in review ng agency regul ations. he courts
general |y are deferential to an agency's interpretation of a
statute 1f the subject matter is within the agency's
speci al i zat i on. See Chevron U.S. A v. Natural Resources Defense
Council, 467 U S. 837 (1984); K Davis, Admnistrative Law
reafise (2d ed. 1979) ("Treatise") § 7:22. Thus, it is
reasonabl e to assune that the courts would defer to the Finance
Board's interpretation of section 10(g) and other provisions of
the Bank Act as authorizing it to establish community support

4, An exhaustive analysis of the case law interpreting the
discrimnatory inpact of classifications of individuals
or organizations 1s beyond the scope of this nmenorandum



incentive prograns. The pronotion of the FHLBanks' housing
finance mssion clearly is within the Finance Board s scope of
responsibilities and expertise.

An agency's regulations may be set aside by a court only if
they are found to be "arbitrary, capricious, an abuse of
discretion, or otherwise not in accordance with law." See
5 USC § 706. The essence of the "arbitrary and capricious"
scope of review is the requirenment that the rules be reasonable or
rational. See Chevron, 467 U S. 837; Treatise at § 6:6.

b. Fair and Inpartial Treatnent Requirenment

The requirement under section 7(j) that the FHLBanks' boards
admnister the affairs of the FHLBanks "fairly and inpartially"
suggests that not only must classifications be reasonable and
nondi scrimnatory, but board menbers' notives in takin% t he
actions nust be proper. See FHLBB GC. . (June 30, 1966).
Thus, an action of a FHLBank's board m ght be invalidated, even
t hough apparently reasonable, if inproperly notivated. _Id. An
exanpl e of such a case mght be where a FHLBank's board takes
action against a group of menbers which, though not wholly
unreasonabl e, was unnecessary and intended to enable their
conpetitors to obtain sonme conpetitive advantage. |d.

2. Incentive Prograns Are Reasonable and Properly Motivated

The determ nati on whether nondi scrimnatory or fair and
impartial treatment occurs in connection with a particular advance
program depends upon the facts and circumstances involved. See
FHLBB G C. . (March 31, 1976). The issue arises in the context
of the proposed incentive prograns because different borrowers may
pay varying interest rates for the same type of advance depending
on their community support records.

The establishment of community support incentive prograns is
a reasonabl e and rational nethod for encouraging menbers to neet
their comunity suEBort obligations, as required by section 10(g)
of the Bank Act. der the draft regul ations, the proposed
I ncentive prograns would be available to all nenbers of the
FHLBank System In order to participate in the prograns, nenbers
woul d have to achi eve outstanding records of comunity suEport
| ending. The decision whether or not to participate in the
prg%rans would be within the discretion of each menber. Those
menbers that seek to take advantage of the special prograns wll
have to maintain outstanding comunity support records. Those
institutions that do not make such efforts will not be eligible
for the special |ong-term advances. It is sinply a matter of
choice on the part of each menber whether to undertake voluntarily
the community support actions necessary to participate in the
programns.



In short, the proposed incentive progranms are reasonable and
rational prograns furthering the section 10(g) purpose of
pronoting conmunity support lending. In addition, the FHLBanks
woul d be properly notivated in establishing such prograns as they
are designed to encourage the legitinate purpose of community
support lending by nenbers pursuant to the requirenments of section
10(g) and the conmunity support regulations. Accordingly, the
proposed incentive Brograns woul d not discrimnate in favor of or
agal nst any nenber borrower, and would treat nenmbers fairly and
impartially, in conpliance with the requirements of section 7(j).
It is unlikely, therefore, that a court would overturn the
I ncentive provisions of the proposed regul ations under the
arbitrary and capricious standard of review,

3. FHLBB General Counsel Opinions Interpreting FHLBank
Speci al Advances Prograns

A nunber of FHLBB General Counsel Opinions interpreting the
applicability of section 7(j) to FHLBank special advances prograns
have determned that legitimate econom c and business purposes
justify the FHLBanks' distinctions anong nenber borrowers. For
example, in a 1982 Opinion, the OCC exam ned a proposal for
creation of a category of |ong-term advances used only for Federal
Savings and Loan Insurance Corporation ("FSLIC')-negotiated
transactions, wth repaynent fully guaranteed by the FSLIC. FHLBB
GC Op. (Cct. 25, 1982). The purpose of the proposal was to

rovide advances to nenbers that acquired FSLIC cases with nore

avorable ternms and less stringent collateral requirenents than
those afforded other FHLBank nenbers. The Opinion concl uded that
the special advances program would not on its face violate the
nondi scrimnation provision of section 7(j), even though all
menbers mght not be eligible to participate. 1d._

A 1966 Opinion determned that section ij) woul d not be
violated by a FHLBB variable interest rate po |c%, to be enforced
by the FHLBanks, wunder which higher rates would be charged on
expansi on advances than on wthdrawal advances. FHLBB G C. :

June 30, 1966). The Opinion reasoned that since the FHLBank

stem was established to provide a source of liquidity for
eligible institutions, and there was a short supply of noney at
the tine, char?ing hi gher interest rates for expansion advances
than w t hdrawal advances woul d not inpose a "patently arbitrary
classification, utterly lacking in rational justification." Id.;
see alspo FHLBB G C. Op. (March 31, 1976) (program of auctioning of
FHLBank advances not discrimnatory under section 7(j) if purpose
of program was the legitinmate goal of allocating limted funds;
pro%ran1mas di scrimnatory if purpose was to "squeeze-out" |ess
sophi sticated investors and snmaller institutions); San Francisco
FHLBank Menorandum (proposed credit risk adjusted pricing program
under which FHLBank nenbers posing snaller credit risks would
receive nore favorable ternms on advances, not discrimnatory under
section 7(j)).



Thus, the analyses in the FHLBB G C. Opinions support the
position that the proposed incentive prograns in the community
support regulations would not violate the nondiscrimnation
provi sion of section 7(j).

4,  Standards Applicable to the Finance Board

The question also arises whether the Finance Board, in
requirin% the FHLBanks to adopt incentive_ProPrans subject to
Fi nance Board approval, could be opening itself up to _charges of
di scrimnation under section 7(j). However, section 7(j) by its
terns applies only to the boards of the FHLBanks, and not to
menbers of the Finance Board. See FHLBB G C. (Op. (June 30,
1966) . Even if section 7(j) were apPI|cabIe to the Finance
Board, the sane arguments and rational es discussed above with
regard to the FHLBanks' incentive prograns would apply equally to
the Finance Board in authorizing such prograns.

The Finance Board, however, would be subject to the due
process clause of the fifth amendnent, which enbraces the _
requi rements of equal protection. \Were economc regulation is
involved, the courts scrutinize economc classifications only wth
the greatest deference by analyzin? whet her the classification is
so "patently arbitrary" and "utterly lacking in rational basis"
that the court cannot conceive of any possible legitimte basis
for its adoption. See U.S. Railroad Retirenent Board v. Fritz
449 U.S. 166, 177 (1980); Fidelity Financial Corp. v. Federal Hone

Loan Bank of San Francisco, 589 F. Supp. 885 (N.D. Cal. 1983),
?ff as 792 F.2d 1432 (9th Gr. 1986), cert. denied, 479 U S. 1064
1987) .

An exhaustive analﬁsis of the equal protection standard of
the fifth amendnent is beyond the scope of this nmenorandum
However, application of the above-mentioned standard to the
proposed incentive prograns suggests that the Finance Board woul d
not be violating the equal protection clause by requiring the
FHLBanks to establish such programs. As discussed earlier, the

5. But see FHLBB G C. Op. (Cct. 25, 1982) at n.6 (stating
t hat al t hough section 7(j) does not nention the FHLBB, the
FHLBB s supervisory role over the FHLBanks arguably nakes
section 7()) applicable to anz advances program establ i shed
by the FHLBB or by the FHLBanks with the FHLBB' s express
know edge) .
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i ncentive programs are a reasonable and legitimate nethod for
encouragi ng nenbers to engage in comunity support |ending.

[, Proposed Section 936.8(h) -- Finance Board Review of Menber
Conpl i ance Wth Action Pl ans

Section 936.8(h) of the draft community support regulations
provi des that:

The decision to permt a menber subject to an action
plan unlimted access to |ong-term advances shall be a
oint decision of the LFHL]Bank and the Finance Board
ased on a review of the nenber’s record of community

support, including |oan products and originations.

The question arises whether this provision would involve the

Fi nance Board in individual menber credit decisions beyond the
scope of the Finance Board s general supervisory authority over
the FHLBanks under the Bank Act. See 12U S. C A 88 1422a(a)(3);
1422b(a) (1).

The Finance Board' s review of nmenbers’ community support
l ending records is a reasonable and rational means for ensuring
nenbers’ conpliance with their action plans. The review would
take place after the fact (i.e., after the nenber already has made
loans). This is simlar to the role of bank and thrift examners
in reviewing the lending records of institutions they examne to
determ ne conpliance with agency | ending requirements and
policies. Thus, the Finance Board would not be involved in
directing the individual credit decisions of the nembers.

The argunment could be made that by determining that a nember
has not conplied with its action plan, the Finance Board is
directing how the menber should lend in the future in order to
satisfy the plan -- thereby beconmng involved in the menber’s
i ndividual credit decisions. However, the Finance Board woul d not
prescribe the specific terns or conditions of such |oans, or the
Identities of the borrowers. The Finance Board nerely would be
approving the general paraneters set forth in the plan for the
types of lending that will satisfy the cormunity support
requirenent.

6. In addition, the Ninth Grcuit held in Fidelity that a
menber did not have a fifth amendnment due process right

agai nst the San Franci sco FHLBank for denial by the FHLBank
of a regular credit advance to the nenber because, even
assum ng such action by the FHLBank was government action

t he nmenber did not have a protectable property interest in
receiving regular credit advances from the FHLBank. 792 F.2d
at 1435-36. Thus, a Finance Board requirement that the
FHLBanks establish incentive prograns that may deny advances
to menbers nost |ikely also would not be a violation by the
Fi nance Board of the fifth amendnent due process clause.
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In short, the proposed Finance Board review of nenbers’
comunity support lending records is a reasonable and rational
means for ensuring menber conpliance with action plans, and woul d
not involve the Finance Board in individual menber credit
deci sions beyond the scope of the Finance Board s authority under
the Bank Act. Accordingly, it is unlikely that a court would
overturn the review provisions of the proposed regul ations under
the arbitrary and capricious standard of review.

CONCLUSI ON

The provision for FHLBank incentive prograns in the draft
conmuni ty support regul ations would not violate the fairand
impartial treatnment or nondiscrimnation requirements of section
7(G) of the Bank Act, 12 U S.C A § 1427(). |n addition, the
proposal for Finance Board review of menbers’ conpliance with
action plans would not involve the Finance Board 1n individual
menber credit decisions beyond the scope of the Finance Board's
authority under the Bank Act.

(P it o7 (Hom—

Beth L. dino
CGeneral Counsel



